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VEMORANDUM OPI NI ON

CARLUZZO, Special Trial Judge: Respondent determ ned

defi ci enci es of $5,250 and $2,520, and section 6662 penalties of
$1, 050 and $504, with respect to petitioner’s 1993 and 1994

Federal incone taxes, respectively.

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue. Rule
references are to the Tax Court Rules of Practice and Procedure.
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For each year in issue, the issues for decision are: (1)
Whet her petitioner is entitled to various deductions clained on a
Schedul e E, Supplenental Inconme and Loss; (2) whether petitioner
is entitled to an item zed deduction for nedical expenses; and
(3) whet her any underpaynent of tax required to be shown on
petitioner’s incone tax return is due to negligence.
Backgr ound

Sone of the facts have been stipulated and are so found.
During all relevant tines, petitioner was married to Elizabeth A
Saunders. For each year in issue, petitioner filed his tinely
Federal income tax return as a married individual, filing
separately. At the time the petition was filed, petitioner
resided in Evendal e, Chio.

During the years in issue, petitioner, an attorney |icensed
i n Massachusetts, was enployed as a consultant for Arthur
Andersen LLP; his spouse was enpl oyed as a school teacher

In 1978, petitioner and his spouse purchased a house in
Pepper Pi ke, Chio (the Pepper Pike residence). Pepper Pike is a
suburb of C eveland, Chio, where petitioner was enployed at the
time. From 1978 until at |east Decenber 1990, the exclusive use
of the Pepper Pike residence was as a residence for petitioner,

hi s spouse, and, until each noved out, their three children.



- 3 -

In April 1990, petitioner accepted enploynent in G ncinnati,
Chio, and, at least during the work week, lived in a rented
apartnent in the CGncinnati area. Because petitioner’s spouse
was then enployed in the O evel and area, she did not imediately
nmove to Cincinnati wth petitioner. Soon thereafter, however,
she was offered enploynent in the Cncinnati area. |n Decenber
1990 or January 1991, she noved fromthe Pepper Pike residence,
and petitioner noved fromhis apartnent into a rented house in
the Cncinnati area. On May 15, 1992, they purchased a new
residence in Evendal e, Chio, a suburb of G ncinnati. The parties
stipulated that petitioner and his spouse abandoned t he Pepper
Pi ke residence as their residence when petitioner’s spouse noved
to the G ncinnati area.

The Pepper Pike residence was listed for sale for several
mont hs during 1991, but no offers were received. A real estate
agent suggested that they offer it for rent. 1In Septenber 1991
t he Pepper Pike residence was rented for a 6-nmonth term which
termwas extended for an additional 6 nonths. The rent charged
and presumably received during the rental period was $1, 850 per
mont h. The Pepper Pike residence remai ned vacant from Oct ober
1992 until it was sold in April 1994. As best as can be
determ ned fromthe record, the Pepper Pike residence was sold to
the first person or persons who nade an offer to buy it.

For the years during which the Pepper Pike residence was
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rented (portions of 1991 and 1992) petitioner filed Federal
incone tax returns as a married individual filing a separate
return. Wth each return petitioner included a Schedule A,

| tem zed Deductions, on which he clained deductions for hone
nortgage interest and real estate taxes attributable to the
Pepper Pi ke residence. Apparently, neither he nor his spouse
reported any rental income attributable to the Pepper Pike

resi dence during those years.

Petitioner’s Federal inconme tax return for each year in
issue, as well as the Federal incone return of his spouse for
each of those years, was prepared by petitioner. Included with
petitioner’s return for each year is a Schedule E, Suppl enental
| nconme and Loss, on which the followng itens attributable to the

Pepper Pi ke residence are reported:

1993 1994
| ncone: - 0 - - 0 -
Expenses:

Adverti sing $249. 06 $83. 03
Aut o and travel 420 140
Cl eani ng and nai nt enance 2,852. 77 950. 92
| nsur ance 446 149
Mort gage interest paid

t o banks 17,383.71 5,794. 23
Q her interest 161. 52 53. 84
Repai rs 737.59 245. 86
Taxes 3,074. 46 1,024.82
Uilities 1, 830. 23 610. 08
Depr eci ati on 4,357.70 1,452. 57

Tot al expenses 31,513.04 10, 504. 35
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On each Schedul e E, petitioner characterized the Pepper Pike
resi dence as property “held for sale”. On line 23 of each
Schedul e E, petitioner clained the total expenses |isted above,
respectively, as a “Deductible rental real estate |oss”.
(Enmphasi s added.)
For each year, petitioner conputed the adjusted gross inconme

reported on his return as foll ows:

1993 1994
Wages from Art hur Andersen $90, 283. 09 $74, 620. 35
State incone tax refund 80. 10 1,877.75
Rental real estate (31,513. 04) (10, 504. 35)
Unenpl oynment conpensati on --- 4, 320. 00
Adj ust ed gross inconme 58, 850. 15 70, 313.75

The sal e of the Pepper Pike residence is not reported on
petitioner’s 1994 return; it is reported on the 1994 return of
petitioner’s spouse as the sale of a principal residence subject
to section 1034.

For each year in issue, petitioner conputed his taxable
income taking into account his election to item ze deducti ons.
In this regard, his Federal incone tax return for each of those
years includes a Schedule A, Item zed Deductions. Anong ot her
itenms, on the Schedules A, petitioner clainmed nedical expense

deducti ons conputed as foll ows:



1993 1994
Medi cal and dental expenses $9, 903. 06 $10, 075. 89
7.5% of Adjusted gross incone 4,413.76 5,273.53
Medi cal expense deduction 5,489. 30 4,802. 36

I ncluded in the deduction for each year are expenses for
medi cal services, drugs, prescriptions, etc. for petitioner, his
spouse, and other nmenbers of his famly, paid for by checks drawn
on a joint checking account maintained by petitioner and his
spouse. Mbdst of the expenses relate to petitioner’s spouse and
were paid for by checks witten by her. Petitioner and his
spouse were covered under separate enpl oynent-based nedi ca
i nsurance plans. The nedi cal expense deductions al so include
petitioner’s costs for his insurance coverage, that is $1,008 and
$875.68 for the years 1993 and 1994, respectively. The 1994
medi cal expense deduction al so includes Medicare taxes totaling
$1, 707 that were withheld frompetitioner’s and his spouse’s
wages.

Under her nedical insurance plan, petitioner’s spouse
recei ved i nsurance rei nbursenents of $3,824.20 and $3,772.20 for
1993 and 1994, respectively, with respect to nedi cal expenses
incurred by her. These reinbursenents are not taken into account
in the nedical expense deduction clained by petitioner for either
year.

In the notice of deficiency for each year in issue,

respondent: (1) Disallowed the “Deductible rental real estate
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| oss” clained on the Schedul e E because the Pepper Pi ke residence
had not been “converted from personal use to use as an incomne-
produci ng property”; (2) disallowed the nedical expense
deduction; and (3) determ ned that the underpaynent of tax
required to be shown on petitioner’s return is due to negligence
and i nposed a section 6662 accuracy-related penalty. O her
adjustnments made in the notice of deficiency are not in dispute.
Di scussi on

1. “Rental real estate |loss” dained on Schedule E

Normal Iy, no deduction is allowed for the expenses incurred
in maintaining a personal residence. Sec. 262(a); sec. 1.262-
1(b)(3), Income Tax Regs. Simlarly, any loss incurred in the
sale of a personal residence is generally considered personal in
nature and cannot be deducted. Sec. 1.262-1(b)(4), Incone Tax
Regs. However, an individual is entitled to deduct all the
ordi nary and necessary expenses paid or incurred during the
t axabl e year “for the managenent, conservation, or maintenance of
property held for the production of incone”. Sec. 212(2).

According to petitioner, by holding the Pepper Pike
residence for rent and tenporarily renting it for a portion of
1991 and 1992, the property was converted from property used for
personal purposes to “property held for the production of incone”

during the years in issue. Respondent disagrees, and so do we.
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Whet her a fornmer residence used for personal purposes has
been converted in the hands of the sane taxpayer to property held
for the production of incone is a question of fact to be resol ved
with reference to the surrounding facts and circunst ances.

Newconbe v. Conmm ssioner, 54 T.C 1298 (1970). Five factors have

been identified by this Court and other Federal Courts in
deci di ng previous cases involving simlar questions; those
factors include: (1) The length of time the house was occupi ed by
the individual as his residence before placing it on the market
for sale; (2) whether the individual permanently abandoned al
further use of the house; (3) the character of the property
(recreational or otherwise); (4) offers to rent; and (5) offers

to sell. Gant v. Conm ssioner, 84 T.C. 809, 825 (1985), affd.

Wi t hout published opinion 800 F.2d 260 (4th G r. 1986); see also

Bolaris v. Comm ssioner, 776 F.2d 1428, 1433 (9th G r. 1985),

affg. in part and revg. in part on another ground 81 T.C. 840

(1983); Newconbe v. Conm ssioner, supra at 1300-1301. No one

factor is determnative; rather, all the facts and circunst ances

must be considered. Guant v. Conm Sssioner, supra at 825;

Newcombe v. Conmi ssioner, supra at 1300-1301.

Petitioner and his spouse purchased the Pepper Pike
residence in 1978 to be used as their famly residence. They did
not originally acquire it for investnent or income producing

purposes. Following its purchase, petitioner and his spouse
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lived in the Pepper Pike residence for many years, raised their
famly init, and noved fromit, only because of enpl oynent
considerations. At the tinme they noved fromit, their intention
was to sell the property as they were relocating out of the area.
Their initial attenpts to sell the property were frustrated,
according to petitioner’s testinony, by circunstances beyond
petitioner’s control; i.e., real estate market conditions at the
time. They received no offers to purchase the Pepper Pike
residence while it was on the market for several nonths during
1991. Their decision to rent the property was not nade with the

primary intention to profit fromthe rental, see Jasi onowski V.

Conm ssioner, 66 T.C. 312, 319 (1976), but to alleviate the

financi al burden of owning the Pepper Pike residence while at the
sanme time |living and working el sewhere. Apparently, petitioner
and his spouse sold the property at the first opportunity to do
so.

To all ow the Schedul e E deductions as clainmed in this case,
we woul d have to ignore nost of the relevant “facts and
ci rcunst ances” and fashion a rule that allows for the conversion
of personal use property to “property held for the production of
i ncone” nerely because the property was rented for a tenporary
period. W have declined to do so in past cases and |ikew se
decline to do so in this case. See, e.g., Mirphy v.

Comm ssioner, T.C Meno. 1993-292 (holding that the tenporary
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| ease on petitioners’ forner residence was ancillary to
petitioners’ efforts to sell the property as a result of

petitioners’ relocating to another area); Hudson v. Conmm Ssioner,

T.C. Meno. 1981-175 (holding that a rental property was no | onger
considered as held out for rent in 1976 where taxpayer’s | ast
tenant noved out in Septenber 1974).

Considering all of the facts and circunstances, we find that
t he Pepper Pi ke residence was not converted to “property held for
t he production of inconme” nerely because it was rented on a
tenporary basis during years prior to 1993 and 1994. See G ant

v. Conm ssioner, supra at 825-826 (rejecting taxpayer’s argunent

that he was entitled to expenses under section 212 where he did
not claimthe expenses until after his fornmer residence was no
| onger being rented and was only being held for sale).
Consequently, petitioner is not entitled to the deductions
clainmed on the Schedule E for each of those years, and

respondent’s determinations in this regard are sustained.?

2 On each Schedule E, petitioner reports a “Deductible
rental real estate |oss”, a concept that contenplates the
limtations on passive activity |osses provided in sec. 469.
Except for a glancing reference in respondent’s trial menorandum
neither party addressed the application of that section to the
deductions here in dispute. Even if the Pepper Pike residence
was considered “property held for the production of incone”
because it was rented or held for rent, then it appears that any
|l oss attributable to that rental activity, a passive activity for
pur poses of sec. 469, woul d be deni ed because petitioner did not
file ajoint return with his spouse for either year. Sec.
469(i)(5)(B)
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2. Medi cal Expense Deducti ons

Section 213(a) allows “as a deduction the expenses paid
during the taxable year, not conpensated for by insurance or
ot herwi se, for nedical care of the taxpayer, his spouse, or a
dependent * * * to the extent that such expenses exceed 7.5
percent of adjusted gross incone.”

Petitioner now concedes that the nedical expense deductions
claimed on his returns are overstated to the extent that the
i nsurance rei nbursenents recei ved on account of his spouse’s
medi cal insurance plan have not been taken into account. See,

e.g., Marlett v. Comm ssioner, T.C. Menp. 1976- 105.

Petitioner’s concession on this point, in and of itself,
elimnates petitioner’s entitlenment to a nedical expense
deduction for 1993. Respondent’s determ nation that he is not
entitled to a nedical expense deduction for that year is
t her ef ore sust ai ned.

As to 1994, we find that petitioner’s nedical expense
deduction for that year is also overstated to the extent that it
i ncl udes anounts wi thheld for Medicare fromhis and his spouse’s
wages. Medicare taxes do not qualify for deduction under section
213. Sec. 1.213-1(e)(4)(i)(a)(3), Inconme Tax Regs. Taking into
account the increase to petitioner’s 1994 adjusted gross incone
resulting fromour holding regarding the Schedul e E deducti ons,

petitioner’s concession with respect to the nedical insurance
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rei mbursenents, and our finding with respect to Medicare taxes,
petitioner is not entitled to a nedical expense deduction for
1994. Respondent’s determnation to this end is |ikew se
sust ai ned. 3

3. Neqgl i gence Penalty

Section 6662(a) inposes an accuracy-related penalty of 20
percent on any portion of an underpaynent of tax that is
attributable to negligence or disregard of rules or regul ations.
Section 6662(c) defines “negligence” to include any failure to
make a reasonable attenpt to conply with the Internal Revenue
Code, and defines “disregard” to include any carel ess, reckless,
or intentional disregard of rules or regulations. The negligence
penal ty does not apply to any portion of an underpaynent if it is
shown that there was reasonabl e cause for such portion and the
taxpayer acted in good faith with respect thereto. Sec.
6664(c) (1) .

Petitioner prepared his Federal inconme tax return for each
year in issue. In determ ning whether inposition of the
negli gence penalty is appropriate for those years, we take into

account petitioner’s background as an attorney and a consul t ant

3 Because its resolution would have no tax effect, we do not
address the dispute between the parties as to whether certain
expenses incurred by petitioner’s spouse for participation in a
wei ght | oss programqualify for deduction under sec. 213. See
Rev. Rul. 2002-19, 2002-16 |.R B. 778.
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for Arthur Andersen LLP. Tippen v. Commi ssioner, 104 T.C. 518,

534 (1995) (holding attorneys to a higher standard regardi ng the
negl i gence penalty). Even if we were to ignore his professional
background, however, we would have little difficulty in
sust ai ni ng respondent’s inposition of the negligence penalty with
respect to the portion of the deficiency for each year
attributable to the overstated nedi cal expense deduction cl ai ned
on petitioner’s return.

Section 213 expressly provides, anong other requirenents,
that a deduction is allowable for nedical expenses “not
conpensated for by insurance”. WMany of the nedical expenses of
petitioner’s spouse that were included in the nedical expense
deduction clained by petitioner for each year were, in fact,
conpensated for by insurance. Petitioner now acknow edges his
m stake in not taking the nedical insurance reinbursenents into
account, but explains that he was unaware that his spouse
recei ved those reinbursenments. He further explains that the
system that nedical insurance conpanies use to pay and notify
reci pients of benefits is confusing and difficult to follow

Nei t her expl anation protects petitioner fromthe inposition
of the negligence penalty. Petitioner obviously was aware that
hi s spouse was covered by an enpl oynent - based nedi cal i nsurance
pl an. Common know edge suggests that many of the nedical

expenses of his spouse included in petitioner’s nedical expense
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deducti ons m ght have been subject to rei nbursenent. Before
petitioner included his spouse’s nedical expenses in his nedical
expenses deduction for each year he should have, if, in fact he
di d not, asked her about any reinbursenents she m ght have
recei ved.

Petitioner’s claimthat the notification of benefits and
rei mbursenent process i s confusing does not explain petitioner’s
failure to account for all of the reinbursenents. Respondent’s
i nposition of the negligence penalty on the portion of the
deficiency for each year attributable to petitioner’s overstated
nedi cal expense deduction is sustained.?

We do not, however, sustain respondent’s inposition of the
penalty on that portion of each deficiency attributable to the
Schedul e E deductions. As noted above, all owance of those
deductions is determ ned by the application of a facts and
circunstances test. Taking into account the relevant factors

previ ously di scussed, reasonable mnds could differ as to any

concl usi on reached.

“ W also note that all but four of the checks from
petitioner’s and his spouse’s joint checking account that were
presented at trial were signed by petitioner’s spouse and rel ated
to her personal nedical expenses. Petitioner presented no
evi dence that these expenses were personally paid by him and not
his spouse. Wth this in mnd and taking into account the fact
that petitioner and his spouse filed separate returns for each
year in issue, we consider it questionable that petitioner
deducted all of the nedical expenses paid by checks drawn from
the joint checking account. See Higgins v. Conm ssioner, 16 T.C
140, 142-144 (1951).




Based on the foregoing,

Deci sion will be

entered under Rul e 155.




